Managing Chinese airlines: a case study of China Southern Airlines. by Biala, Winnie Lata. et al.
MANAGING CHINESE AIRLINES: 
A CASE STUDY OF CHINA SOUTHERN AIRLINES 
by 
BIALA, WINNIE LATA 
CHENG KA LAR, CARA 
鄭嘉納 
MBA PROJECT REPORT 
Presented to 
The Graduate School 
In Partial Fulfilment 
of the Requirements for the Degree of 
MASTER OF BUSINESS ADMINISTRATION 
TWO-YEAR MBA PROGRAMME 
THE CHINESE UNIVERSITY OF HONG KONG 
May 2002 
The Chinese University of Hong Kong holds the copyright of this project. Any person(s) intending to use a part or 
whole of the materials in the project in a proposed publication must seek copyright relaease from the Dean of the 
Graduate School. 
/^厂令；^^-A 
UMlVr^ifTY , ^^ K^UBRARY ： 、/ 
APPROVAL 
Name: Biala Winnie Lata 
Cheng Ka Lar Cara 
Degree: Master of Business Administration 
Title of Project: Managing Chinese Airlines: 
A Case Study of China Southern Airlines 
Name of Supervisor: j / ^ U ^ ^^^ j d n ^ , 
Signature of Supervisor: / ？ 
Date Approved: ^ ^ , ^ ^ ^ 
ii 
ABSTRACT 
The aviation industry has long been an indicator of economy. Very often, the 
boom and fall of an economy can be very well reflected by the performance of its air 
transport industry. The recent fall of the majority of the world's economy, especially 
after the terrorist attacks of September 1 h a s definitely been reflected in the downturn 
of the world's aviation industry, particularly the United States. 
However, on the other end of the world, where economy is booming, with nearly 
8% GDP growth, it would be interesting to study if China's aviation industry also follows 
a similar pattern of growth with the economy. Moreover, in view of the large-scale 
structural reform in the industry as well as the recent WTO entry, it is anticipated that 
China's aviation industry would soon be taking a leading role in the world's aviation 
development. 
As managers of the fast-growing airline operators in China, what are the 
challenges and opportunities that lie ahead? More specifically, as the number one airline 
in China, what actions should the management of China Southern Airlines pursue in 
order to take the airline to the next stage of its development? 
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The main objective of this paper is to study the management challenges and 
opportunities are posed in front of the number one airline operator, China Southern 
Airlines, in view of the large-scale structural reform in the industry as well as the recent 
WTO entry of the country. It is often predicted that with a nearly 8% GDP growth, 
China's aviation industry would, against all odds, soon be taking a leading role in the 
world's airline competition. 
Nevertheless, having long been under the regulation and management of the 
central government in the planned economy, the competitiveness of the existing airline 
industry of China is, in fact, low. Not yet fully liberated from the control of the 
government, the Chinese airlines still lack autonomy in a lot of the decision-making 
processes. Problems such as intense competition, tight regulation, lagging behind 
international standards, lack of corporate governance, as well as heavy losses and bad 
debts become major obstacles to the development of the industry. 
In this paper, we will first take a look at the evolution and key factors of the 
global air transport, followed by an update of the current issues in the world's aviation 
industry. After that, we will go into details in understanding the structure and 
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development of the aviation industry in China. Then, we will try to summarize the 
underlying problems of the industry, which are also the reasons to the recent reform and 
consolidation within the industry. Following that, we will have a small outlook of the 
future prospect of the industry after the country's WTO entry. 
After studying the overall environment of the global as well as the China aviation 
industry, we will then move forward to a case study on China Southern. We will assess 
the company's competitiveness in terms of its routing, fleet age, type and size, financial 
performance, as well as operations. Following that, we will conduct a competitor 
analysis on the company's major rivals - China Eastern, Air China, Hainan Airlines, and 
China Sky Enterprises. 
The final and most important part of this paper will be the recommendations on 
the management challenges and opportunities in taking China Southern to the next stage 




THE EVOLUTION OF AIR TRANSPORT 
The air transport dream was bom in 1909 when a French aviator flew across the 
English Channel in a single-engine aircraft. This led to charters and mail flights a year 
after, and during the First World War, the first cargo and passenger flights started within 
the military. The Boeing Company, the world's top aircraft manufacturer, was founded 
in 1916, and started its business with mail flights and military aircrafts. In 1918, the US 
Air Mail service commenced and formed the basis for the airline industry in the US. 
However, 1919 was the historic year of the global aviation industry with the first regular 
domestic flight between Berlin and Weimar in Germany by German airline DLR, and the 
first regular international flight between London and Paris by British airline AT&T. In 
view of the start of international air services, the International Air Traffic Association 
(lATA) was also founded that year in Hague, to encourage cooperation among airlines to 
promote safe, reliable, secure and economical air services - for the benefit of the world's 
consumers. 1 
‘lATA website - http://www.iata.org 
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The single-engine aircrafts, with a mere capacity for 3 passengers were soon 
replaced by multi-engine aircrafts that could carry tens of passengers. By 1930s, the first 
modem-looking sleek airline, the Douglas C-3, came about and many airlines, such as 
Lufthansa, United, Swissair and Qantas, were flying regular routes through a wide 
network across the world. The modem lATA, founded in 1945 in Havana, Cuba as a 
successor to the one established in 1919，was needed desperately due to the increased 
international air traffic in order to handle more responsibilities, with a more systematic 
organization and a larger infrastructure. 
With increasing demand for air travel, all major airlines replaced their piston 
engine aircrafts with jet airliners by the 1960s, also known as the "Jet Age". The Airbus 
Company, another world's top aircraft manufacturer, also launched its first plane in 1969 
and entered the aircraft manufacturing market. After the jet airlines, jumbo jets were 
introduced in 1970s followed by computerized twin-fan airliners in the 1980s, which are 
the ones in use today. Apart from the change in aircrafts used by airlines, the routes of 
the carriers have also modified over the years, from the point-to-point routes to the 




KEY FACTORS IN THE AIR TRANSPORT INDUSTRY 
Economy 
The aviation industry has long been a key indicator of economy. It acts as an 
economic catalyst, promoting leisure and lousiness activities, contributing to growth and 
increasing efficiency. It indicates the level of economic activity in terms of amounts of 
goods and people transported globally, and is one of the fastest growing sectors of the 
world economy. It provides over 28 million jobs for the world's workforce and 
contributes to US$1,360 billion in annual gross output.^ Thus the boom and fall of the 
world's economy can usually be very well reflected by the performance of the air 
transport industry. It is therefore not surprising to see, as illustrated in Chart 1，that the 
world's GDP rises and falls in line with the world's RPK (revenue passenger kilometer), 
an indicator of air transport growth and profit. 
2 The Air Transport Action Group website - http://www.atag.org 
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CHART 1: WORLD AIR TRAVEL GROWTH VS 
WORLD ECONOMIC GROWTH 
‘•’ ••• ..-1..- I, I ,_ 1.“_ » 1 1—£ — t ~ 1 A & i • . 1 — J — � 1 丨州 lOT l7/> JJIU (IPKi：»lU"Vvnuc PaKK;!nnvr KlbnunrcO 
Source: ICAO, OECD 
Aircrafts 
At present, there are two major international aircraft manufacturers, Boeing and 
Airbus, which compete very vigorously with each other, using different strategies. 
Airbus has long been very competitive on prices，often pressuring Boeing to lower their 
prices as well. Also, the European plane maker is focusing on building larger planes, 
such as the A300 series, that can carry up to 650 passengers in a double-decker 
configuration, with extra comfort and space for customers guaranteed. Their focus is 
based on their view that with landing spots at airports getting gradually scarce, airlines 
would hope to pack in as many passengers into one plane as possible.^ 
Boeing, on the other hand, sees the future demand for small to medium size 
aircrafts based on their own research, and therefore is currently concentrating on its 
smaller fleets of 737s, and to develop them to be able to fly longer distances. 
3 BBC News website - http://news.bbc.co.uk/hi/english/business/newsid_125000/125726.stm 
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Equipped with similar fleets of quality aircrafts with the latest technology and up-
to-date features, about 300 international airlines now operating across the globe are thus 
competing heavily on services and prices. American carriers, such as United Airlines and 
American Airlines, have always dominated the airline market quite strongly considering 
the high air transport demand domestically and internationally relative to other regions of 
the world. Nevertheless, as will be discussed in a later section, the US air transport 
market has faced a downturn in recent years due to economic downturn as well as the 
attacks on September 11 The US scheduled carriers reached a loss of US$7 billion in 
2001. 
Europe 
The European carriers are always very closely behind their American competitors, 
with long-time airlines, such as British Airways and Lufthansa, always securing a spot on 
the top-10 list of world airlines. (Appendix 2) Both these carriers started as flag carriers 
and were government-owned, but with the course of deregulation and privatization of the 
industry, they have both continued to be very successful, like many other such 
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international players in the market. Also, low-cost carriers, such as Easy Jet and Ryan 
Air, have also stimulated demand in recent years and will continue to do so as forecasted 
by the lATA. 
Asia-Pacific 
Asia has become one of the fastest growing aviation markets in the world, 
especially in the past 20 years, given its large population and long-term economic growth 
trajectory.4 For example, during the 80s, it recorded an average annual growth of 8%, in 
contrast to the North American market, that grew at an average of 5.8% per year.� Also, 
as forecasted by the lATA, the international scheduled passenger traffic in Asia-Pacific 
will increase from 1 billion in 2000 to 1.25 billion by the year 2005, much higher growth 
than other regions of the world. Asian carriers have therefore emerged to be much 
stronger since the 1990s also due to the increase in demand of Asia-Pacific air traffic. 
Japan Airlines, Singapore Airlines and Cathay Pacific have become very strong 
competitors of the European and American carriers, and are often listed among the top 20 
airlines in the world. 
4 Aviation Globalization website - http://www.aviationglobalization.net 
^Law, C.K.，and Yeung, Raymond. The Reality of "Open Skies" and Its Relevance for Hong Kong. Hong 
Kong Policy Research Institute, 2000. 
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CHAPTER IV 
CURRENT ISSUES IN THE AIR TRANSPORT INDUSTRY 
Downturn 
The global economy has experienced a gradual downturn since the late 1990s. 
With the Asian Financial Crisis in 1998，the economy worldwide was hit as well because 
of the strong and growing trade and ties between Asia and the rest of the world. Then in 
late 2000, the bursting of the Internet bubble further brought the world's economy to a 
further low. The most important event that further hit the economy was the terrorist 
attacks of September 1 c a u s i n g major stock indices to fall by 5-15%.^ The continual 
downturn in the economy has affected many people and countries across the globe, with 
salary cuts, job cuts, company closures and much more. 
However, the most hardly hit industry was the aviation industry. With the direct 
effects of September 1出 resulting in decrease in consumer demand for air travel, the 
close relationship between economy and air transport as discussed earlier was reflected 
with the dual decrease in the world GDP and RPK, as well as air passenger traffic volume. 
After the terrorist attacks, the lATA also lowered its forecast for the growth of 
6 IMF website - www.imf.org 
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air passenger traffic volume in the period 2001-05 from 3.5% to 2.21%. The actual 
performance of the aviation industry also demonstrated the forecasted doom, specifically 
in the North Atlantic region. With a decrease in air passenger traffic volume of 30%, the 
annual growth volume rate decreased from 2.1% to -10.5%7 However, other regions 
such as those in the Pacific, have experienced a relatively stable growth, and in some 
areas, like South East Asia and China, with an increasing growth rate in air traffic volume, 
due to the gradual recovery of the economy and thus the increase in demand in air travel. 
Consolidation 
Throughout the years, the international air transport industry has experienced a 
high level of consolidation through the formation of global airline alliances. This was a 
strategy of the airlines to attract more passengers, as passengers generally prefer airlines 
Q 
serving a large network. Also, the alliances help carriers to expand their services beyond 
their original limited coverage. However, the alliance relationship varies. Some 
alliances cooperate on relatively loose terms, such as ticketing and frequent-flyer 
programs. Others integrate more in terms of marketing and code sharing. More 
commonly, carriers now tend to involve in equity investments in partners to secure the 
consolidated relationship. The well-known global alliances such as Oneworld, Star, 
Wings and Skyteam, have grown more with more airline partners, especially Asian 
carriers, over the past few years and thus resulting in an increase in air traffic on their 
7 “•嘸••更•抵撒•縮•” Oriental Daily (Hong Kong), 15 February 2002, p. B2 
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routes and an increase in revenue. These four alliances have transported over 70 percent 
of scheduled international traffic in 1999? 
Price 
With the world moving towards globalization, and aviation being one of the most 
fundamental industries to globalization, low-cost, safe and efficient jet travel has cut 
journeys that took days and sometimes weeks to just hours, thereby vastly accelerating 
the expansion of trade and economic integration worldwide.'^ Thus air ticket prices have 
fallen dramatically over the past 10 years，not only in the Atlantic market, but also in the 
Far East, Middle East and Africa. (Appendix 3) Also, the downturn of the global 
economy along with the emergence of low-cost carriers, have contributed to the continual 
decrease in the price of air travel. 
Jet Fuel 
Next to labor costs, jet fuel is the second largest operating cost for an airline. For a major 
airline, jet fiiel usually makes up roughly 15 percent of its operating c o s t s . W i t h the 
growing tension in the Middle East, the major source of the world's jet fuel and 
8 Law, C.K. ’ and Yeung, Raymond. The Reality of "Open Skies" and Its Relevance for Hong Kong. Hong 
Kong Policy Research Institute, 2000. 
9 Aviation Globalization Homepage - www.aviationglobalization.net 
10 Aviation Globalization Homepage - www.aviationglobalization.net 
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crude oil, fuel prices have continued to increase. This poses a lot of pressure on airlines 
as they have to purchase expensive fuel and yet cannot totally recover the extra cost by 
charging price-sensitive customers too much more. This battle of balancing operating 
costs and ticket prices has definitely become the toughest for airlines in recent years. 
New Generation Airlines 
In recent years, some newcomers have appeared in the air transport industry. 
They are not airlines with traditional operations but in fact have started a new business 
model in the industry. They are termed as "no-frills" airlines, because they do not 
provide meals or drinks, and adopt an almost self-service operation. From the booking of 
air tickets on the Internet by yourself, without a travel agent) to the ticketless system and 
to the single class policy, these airlines therefore compete on gaining short-route 
customers through very low prices. Successful players in this new generation of airlines 
include Easy Jet and RyanAir in Europe as mentioned earlier, Southwest Airlines in the 
US and more recently, AirAsia in the Asia-Pacific region. 
These newcomers have created a very direct effect on prices because without 
providing any facilities or amenities, these carriers are able to offer very low prices. This 
has caused traditional carriers to reduce prices, or introduce special prices through on-line 
auctions or last-minute deals, in order to compete more effectively. Also, this model has 
changed the way some consumers traditionally viewed airlines. For short-distance travel, 
consumers now have started demanding low price instead of all the usual gimmicks like 
‘‘The US House of Representatives, Committee on Transport website -
http://www.house.gov/transportation/ 
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extra legroom and gourmet meals. Hence, these new generation carriers have posed a 
threat on some traditional air carriers, especially on their domestic or short-distance 
routes. However, according to Tony Tyler, the Director of Corporate Development at 
1 
Cathay Pacific，the present day success of these airlines may be just a temporary cash-
flow illusion because maintenance is not a major cost for them yet. When their aircrafts 
start ageing in about 8-10 years' time, the actual profits will definitely decrease. 
12 Tyler, Tony. Cathay Pacific Airways, Hong Kong. Interview, 26 March 2002. 
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CHAPTER V 
THE CHINA AVIATION INDUSTRY 
An Overview 
Pretty much insulated from the global aviation industry downturn, China is 
expected to be the fastest growing air transport market in the world until 2003, with an 
average annual RPK growth rate of approximately 11.8%.'^ Given the usual fact that the 
growth of air passenger traffic is related to the development of the national economy, the 
sustained and rapid growth of the GDP in China provides a solid base for the growth of 
its air transportation. 
The Chinese airline industry, regulated and managed by the Civil Aviation 
Administration of China (CAAC), is expected to show continuous growth in the years to 
come. In fact, since China's implementation of the open-door policy in late 1970s, the air 
passenger traffic volume had increased by almost 20 times, up to about 41 million in 
1994.14 Moreover，the number of domestic routes also increased from 150 in 1978 to 630 
in 1994.15 It is forecasted that the domestic routes within China will continue to register 
13 "ATR: Entering China" ESADE Department of Marketing Management Case Study. (Barcelona), 2000. 
14 "ATR: Entering China" ESADE Department of Marketing Management Case Study. (Barcelona), 2000. 
15 "ATR: Entering China" ESADE Department of Marketing Management Case Study. (Barcelona), 2000. 
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higher growth than its international counterparts due to strong economic growth 
(Appendix 4). 
Before 1993, the average passenger load factor for the whole industry was always 
much higher than the average world level, particularly for domestic routes, which 
indicated that demand exceeded capacity supply. However, from 1994 onward, the load 
factor has begun to decline, reaching more reasonable levels. The main reasons were the 
introduction of a great number of large and medium-sized modem aircrafts and the 
influence of a series of macroeconomic policies. Other factors such as decreasing ticket 
prices, rising fuel costs, foreign exchange rates, and tax system reform have resulted in 
increasing operating costs, more intensive competition, and a tighter operating 
environment for the airlines. 
The CAAC and Aviation Market in China 
Directly under the State Council, the CAAC is the main government body 
responsible for the regulating and management of the Chinese aviation industry. More 
specifically, it is responsible for the control of flight operations, airport management, as 
well as administration of the industry such as traffic rights and other regulations. These 
responsibilities are shared among the 12 offices and departments under the CAAC 
(Appendix 5). 
The CAAC was formed after the liberalization in 1949 and was more a military 
body than a business operation. Air transportation in China at that time could not really 
be regarded as an industry. Under the control of the army (firstly the Air Force, then the 
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Military Commission) and the Department of Transportation, there was little evidence of 
a "business mentality" in the CAAC.^^ As a result, air transportation developed in 
response to political rather than economic needs, and thus contributing little to the 
economic development. 
Until 1980s, the real development started to take place in the industry when the 
CAAC, which was running at heavy losses and had no real control at local level, 
recognized the need to adopt a more business-like approach. Accordingly, the local 
CAAC organizations were given the responsibility of managing their own revenues and 
costs, and by 1983，the CAAC authorized international borrowing for the purchase of 
aircraft. Later, in 1987，the CAAC announced that each of the 6 local bureaus (Eastern 
China, North China, South China, North-eastern, South-western and North-western) were 
to establish their own airlines under the "complete responsibility system,’」？ However, 
although there was little progress to the industry, the system in practice was not very 
meaningful. In fact, most of the airline operations were still tightly regulated, and 
decisions on domestic and international routes, aircraft selection, major capital 
investment, foreign exchange management and pricing were still made by the CAAC. 
With the constant attempt to achieve market efficiency through liberalization and 
competition, the CAAC is responsible for the excessive number of airlines in China. The 
number of Chinese airlines flying Westem-built aircraft has been more than 20 since 
1992. As compared to the US market, which has around 10 major airlines with a similar 
market concentration, the size of the pie in China is much smaller. Although with a 
16 "China Eastern Airlines (A): Building Competitive Advantage.，’ CEIBS Case Study (Shanghai), 1996. 
17 "China Eastern Airlines (A): Building Competitive Advantage." CEIBS Case Study (Shanghai), 1996. 
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double-digit growth rate, the highly fragmented Chinese market carried only 67 million 
passengers in 2000，less than each of the US Big Three in the same period of time. In 
other words, with over 20 participants in the industry, scale and efficiency in the Chinese 
airlines are near impossible” 
Underlying Problems of China's Aviation Industry 
Small Pie, Too Many Players 
As mentioned above, following the breakup of the CAAC monopoly in the late 
1980s, the number of airlines in the China market has risen substantially. A mismatch 
between the supply and the demand is therefore resulted. As the small-scale regional and 
provincial airline operators added seats and aircrafts progressively in the 1990s，their 
high fixed costs combined with lack of scale have made them vulnerable to any downturn 
in the industry. At the same time, due to the lack of central control over these regional 
and provincial airlines, the increase in number of aircrafts and the duplication of routes 
have made the overcapacity and overcompetition problems more severe. 
Industry Still Regulated 
Just like any other state-planned industry in China, the airline sector is still under 
certain level of government influence in terms of, for example, number of airlines, flight 
18 "Consolidation: Financing the Deals." Morgan Stanley Equity Research on China Aviation (Asia), 3 
December 2001. 
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operations and scheduling, number of routes, airport management, traffic rights and 
regulations, as well as ticket pricing. Despite the effort to spin off the industry from the 
government's arm, some of the smaller regional and provincial airlines are still very 
dependent on the government. 
One of the above-mentioned government influences is the pricing of air tickets. 
The "base price" of air tickets in China is set by the CAAC and approved by the State 
Council. 19 Nevertheless, airlines are allowed to vary the prices based on certain amount 
of upper and lower margins. As competition to sell tickets becomes more and more 
intense, airlines are introducing a lot of complex discount structures for their tickets. For 
example, deep discounts are offered to "students", "teachers", various "group bookings" 
and so on, but it is not clear that all airlines applied the same definitions to these special 
category customers.^^ Moreover, unlike the practice in, say, the US where travel agents 
are only charging the airlines certain amount of commissions on top of the ticket prices, 
the agents in China are actually bargaining with the airlines on the ticket prices in order 
to compete for businesses. Price war is the result of these "non-standardized" practices.^^ 
It is also one of the main reasons behind the heavy losses of most of the Chinese airlines 
in the recent years. 
In view of the unhealthy practices in the industry, the CAAC is forced to find 
ways to correct the existing system. It is deciding to implement a new set of system to 
control and manage the pricing of air tickets in China. Once again, the Chinese 
government has to respond to the immature market resulted from the previous planned 
19 "China Eastern Airlines (A): Building Competitive Advantage." CEIBS Case Study (Shanghai), 1996. 
2° "China Eastern Airlines (A): Building Competitive Advantage." CEIBS Case Study (Shanghai), 1996. 
21 "China Eastern Airlines (A): Building Competitive Advantage." CEIBS Case Study (Shanghai), 1996. 
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economy. However, it is expected that as the industry is gradually separated from the 
government authority and more state-owned airlines are operating under the market 
economy, the level of government interventions will be minimized or phased out as a 
matter of time. 
Lagging Behind International Standards 
As discussed earlier, due to the highly fragmented market which consists of a 
large number of small-scale regional and provincial airline operators, it is extremely 
difficult for the Chinese aviation sector to achieve scale and efficiency to compete in the 
international sky. Most of the Chinese airlines are serving only domestic routes and 
without international focus. They are way lagging behind the international standards in 
terms of operations and management. 
It has been a trend in the global aviation industry to form strategic alliances and to 
expand through mergers and acquisitions. International players are striving to reduce 
costs by increasing scale and achieving efficiency. The scenario is quite different in the 
China market, which consists of a large number of small airlines with low efficiency. 
More contradicting is that the total number of aircrafts and seats of all Chinese airlines 
adding together is still not comparable to only one single big US airline such as the 
United Airlines?: Furthermore, according to the net profits ranking of the worldwide 
22 TDC website - http://www.tdctrade.com 
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airlines in 1999, only 4 Chinese airlines were on the list with total net profits of only 34% 
of the Japan Airlines? 
Lack of Corporate Governance Within Airlines 
Due to the heavy reliance on government planning, state-owned enterprises 
(SOEs) are generally lacking of capability and incentive to enhance corporate governance. 
The separation of ownership and control usually results in inconsistent interests between 
state-owners and managers. In addition, information asymmetry sometimes exists 
between the two parties to cause miscommunications and conflicts. 
Moreover, for SOEs, the responsibilities undertaken by managers for failures are 
minimal or nearly zero. The poor performances of the enterprises will not cause the loss 
of personal reputation, wealth or freedom of individual managers. Furthermore, since 
most of the usage of resources and factors of production by the SOEs is assigned and 
directed by the central government, the costs and prices of them are usually distorted and 
manipulated, which causes a lack of sufficient information indicators for the evaluation 
and supervision of the overall performances. 
22 TDC website - http://www.tdctrade.com 
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Heavy Losses and High Debts 
With the CAAC's authorization on international borrowing for the purchase of 
aircraft since 1983，bank loan and overseas listing have been the main supporters to the 
growth and development of the aviation sector. However, the heavy borrowing has 
caused high debts and huge interest burdens to the airlines. Together with the heavy 
losses attributed by the intense competition, Chinese airlines are suffering from serious 
balance sheet problems. Some of them even have debt-to-equity ratio of as high as 
around 1130/0.24 
Together with all the above-mentioned problems underlying the Chinese aviation 
industry, the high debt-to-equity problem has been one of the main obstacles to the 
growth and development of the Chinese aviation industry. However, the government is 
trapped between intervention and free market mechanism to solve the problems. With 
the constant effort to separate economic from political issues, a deep and large-scale 
reform is therefore necessary for a prosperous future of the industry. 
The Civil Aviation Reform 
The overcapacity and overcompetition of the Chinese aviation industry have 
drawn much of the government's attention to the needs of reform and consolidation in the 
industry. After discussions for many years, on 27出 April, 2001，the CAAC finally 
24 CAAC website - http://www.caac.cn.net/ 
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announced an immediate reform program to be taken place within the aviation industry. 
This marks the largest and most influential reform program so far in the industry. 
According to the reform, the highly fragmented airline market will be 
consolidated from the existing 33 different airline operators to only 3 main airline 
groups - Air China, China Eastern and China Southern. In addition, the 3 new airline 
groups will gradually be separated from the CAAC to gain autonomy in operating 
efficiently under the market economy. According to the CAAC, the airline reform will 
involve altogether 73,000 airline staff and approximately US$18 billion assets, and the 
aim is to result in 3 equally weighted airlines at around US$6 billion asset each.^^ The 
new airlines will be operated based on market forces, corporate governance and 
shareholding structure, in order to achieve market efficiency. 
As estimated, after the reform, Air China will have asset value of RMB56 billion 
(around US$6.7 billion) with 118 aircrafts, operating 339 routes, of which 286 will be 
domestic routes and 53 will be international and regional routes. The total number of 
employees will be 20,325. For China Eastern, it will have an asset value of RMB47 
billion (around US$5.7 billion) with also 118 aircrafts, operating 437 routes, of which 
383 will be domestic routes and 54 will be international and regional routes. The total 
number of employees will be 25,109. For China Southern, it will have an asset value of 
RMB50 billion (around USD$ billion) with 180 aircrafts, operating 606 routes, of which 
512 will be domestic routes and 94 will be international and regional routes. The total 
number of employees will be 34,089.^^ 
25 TDC website - http://www.tdctrade.com 
26 TDC website - http://www.tdctrade.com 
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TABLE: SUMMARY OF BASIC FACTS OF 
THE 3 NEW CHINESE AIRLINE OPERATORS 
Asset Value RMB56 billion RMB47 billion RMB50 billion 
(USD6.7 billion) (USD5.7 billion) (USD6.0 billion) 
Number of Aircrafts 118 118 180 
Number of Routes 339 437 606 
- D o m e s t i c 286 383 512 
-International/Regional 53 54 94 
Number of Employees 20,325 25,109 34,089 
Source: TDC website - http://www.tdctrade.eom/report/indprof/chinese/010601 .htm 
Note: Exchange rate at USD1=RMB8.3 
In fact, the recent consolidation is not a new story to the Chinese airline industry. 
Over the past few years, the industry has been undergoing some private mergers and 
acquisitions among the smaller airlines. The consolidation process has resulted in 33 
remaining airlines over the Chinese sky. Among the 33, 11 are subsidiaries and under 
direct management of the CAAC (Appendix 6)，8 are subsidiaries of the local 
governments, 3 are subsidiaries of the government ministries and commissions, and 
another 11 are private local-foreign joint ventures. As mentioned above, after the reform, 
the 22 airlines owned and managed by the Chinese government will be merged to form 
only 3 main airline groups (Appendix 7). 
On the other hand, the 11 local-foreign joint-venture airlines have been privately 
forming alliances - China Sky Enterprises Group and Hainan Group (Appendix 8) to 
compete against the strong forces of the 3 main airline groups. In terms of company size 
and traffic volume, these privately owned local airlines are not incomparable to the 3 
main government related airline groups. For example, the China Sky Enterprises Group 
has a combined number of 100 aircrafts, flying around 500 routes. Moreover, as of the 
end of 2000，it had air passenger traffic volume of 8 million, with total sales of more than 
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RMB8 billion (almost US$1 billion).^^ In other words, these privately run airlines will 
definitely be competing head-to-head with the 3 government related airline groups in the 
vast China market (Appendix 9). 
In the end, the structural reform of the Chinese aviation industry is meant to solve 
the overcapacity and overcompetition problems of the existing market. The reform is 
aimed to reduce the number of competitors in the market, increase the size and volume of 
the remaining airline groups, as well as increase the overall competitiveness of the 
Chinese airlines by liberalizing them to operate efficiently under the market economy. 
The Post-WTO Era 
After 15 years of combative negotiation, on September, 2001, in Geneva, 
China was formally accepted to join the international trade body, the WTO. The WTO 
agreement signaled China's willingness to play by international trade rules and to open 
its playground to the rest of the world. However, the value of the WTO membership for 
China really goes beyond the business of trade. 
In other words, the WTO entry will set out the rules for a market-based economy. 
It will eliminate unfair treatments that now favor state-owned firms as well as 
discriminate against foreign competitors and local entrepreneurs. By opening up the 
• protected sectors to domestic and foreign competitions, China's WTO status will also 
ensure continued restructuring of the economy. 
22 TDC website - http://www.tdctrade.com 
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On the other hand, the WTO entry will have a profound effect on growth. 
According to the estimation by the International Monetary Fund, although there will be 
an initial period of disruption, by the time China is in the WTO for 5 years, its economy 
will grow 0.8% a year faster than it would have otherwise^ Nevertheless, the WTO 
membership is not at no costs. It is forecasted that some 25 million of the 85 million 
workers at the SOEs will see their jobs disappear as more-efficient foreign companies are 
producing in China or importing products from abroad? 
Although there is no specific term in the WTO agreement regarding the opening 
up of the Chinese aviation industry and that the domestic market will still be pretty much 
protected from foreign competitions, the transformation and growth in the overall 
economy will definitely bring in new challenges and opportunities to the industry. As 
trades and businesses are expected to increase after the WTO entry, the demand for 
airline services will also increase. Furthermore, the standard and quality of airline 
services are also expected to meet the international level. 
28 Panitchpakdi, Supachai and Clifford, Mark L. China and the WTO. Singapore: John Wiley & Sons 
(Asia) Pte. Ltd., 2001. 
29 Panitchpakdi, Supachai and Clifford, Mark L. China and the WTO. Singapore: John Wiley & Sons 
(Asia) Pte. Ltd., 2001. 
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CHAPTER VI 
CHINA SOUTHERN AIRLINES 
Company Background 
China Southern Airlines Company Limited was initiated by the Guangzhou Civil 
Aviation Administration Bureau on the basis of Guangzhou Airline Company on lO^*" 
October, 1993. The company was incorporated as China Southern Airlines Company 
Limited (CSA) in Guangzhou on March 25，1995 and was listed on the Stock Exchange 
of Hong Kong and the New York Stock Exchange respectively on July 30 and 31, 1997. 
CSA conducts a portion of its airline operation through its subsidiaries, namely Xiamen 
Airlines Company Limited, Southern Airlines Group Shantou Airlines Company Limited, 
Guangxi Airlines Company Limited, Zhuhai Airlines Company Limited and Guizhou 
Airlines Company Limited (collectively known as the Airline Subsidiaries). Each of the 
Airline Subsidiaries is 60%-owned by CSA. 
27 
Routes 
CSA is one of the largest airlines in the People's Republic of China, and in 2000, 
it was ranked first among all Chinese airlines in terms of volume of passenger traffic, 
number of scheduled flights per week, number of hours flown, as well as number of 
routes and size of aircraft fleet. As of the same year, it operates 385 routes, of which 320 
are domestic, 43 international and 22 Hong Kong regional. It serves over 87 destinations 
including 65 Chinese cities and other international cities such as Tokyo, Los Angeles and 
Amsterdam. 
Fleet 
As of the end of 2001, the CSA operates a fleet of 111 aircrafts, ranking on 
the global fleet rankings in 2000, just behind Air Canada and beating Japan Airlines and 
Its young fleet with an average age of only 6.54 years is primarily composed of 
Boeing 737-200, 737-300, 737-500, 737-700，747-400，757-200, 777-200 and Airbus 
320-200 aircraft. Since most of the Boeing aircrafts that dominates its fleet are operated 
under finance and operating leases, in October 2001，the Board of CSA announced an 
agreement with the Boeing Company to purchase 20 Boeing 737-800 aircraft to replace 
20 existing Boeing 737 series aircraft. The Board feels that they "will be able to provide 
passengers with a more advanced in-flight entertainment system, executive class services 
30 "Consolidation: Financing the Deals." Morgan Stanley Equity Research on China Aviation (Asia), 3 
December 2001. 
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and more seats per aircraft and thereby reduce the available seat kilometers (ASK) cost of 
the Company's aircraft operation".^' 
Performance 
Finance 
CSA has been performing reasonably well financially since its listing in 1997 
with double-digit profit growth and a gradual increase in stock price. (Appendix 10) The 
performance was exceptionally well between the years 1999 and 2000，the net profit 
increased from RMB82 to 502 million (around US$9.9 to 60.5 million), a 509% increase. 
However, after the September incident, CSA's performance was hit hard with the 
downturn in the world's air transport industry as well as the company-specific issues. 
The net profit in 2001 decreased by 32.2% to RMB340 million (US$41 million), despite 
an increase of 11.2% in total operating revenue to RMB16.8 billion (US$2.0 million) and 
an increase of 13.6% in passenger revenue to RMB15 billion (US$1.8 billion).^^ 
The 9-11 event increased aircraft insurance costs by 44.7%, contributing to the 
extra expenses. Nevertheless, the increase in operating and passenger revenue was 
mainly due to a greater demand for aviation services in China in 2001, but with the 
increase in operating expenses for its growth in operations and operating lease rentals, the 
net profit decreased. Also, falling ticket prices and a lack of income from aircraft sales 
31 "Very Substantial Acquisitions." China Southern Airlines Company Limited Circular (Guangzhou), 26 
October 2001. 
32 “Consolidation: Financing the Deals." Morgan Stanley Equity Research on China Aviation (Asia), 3 
December 2001 .& "China Southern earnings fall as ticket prices tumble." South China Morning Post" 
(Hong Kong), 16 April 2002. 
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also contributed to the decrease in profits. The continual increase in jet fuel prices over 
recent years had created considerable challenge for CSA, but it took active measures in 
optimizing its traffic capacity so as not to increase the number of aircrafts, thus 
increasing traffic revenue. ^ ^ It also managed to keep the operating cost per unit of 
available tonne kilometer unchanged by the improved management quality and successful 
achievement of cost control. In terms of debts, CSA's borrowings as of July 2001 was 
totaled at RMB14.7 billion (US$1.8 billion), representing a decrease of RMBl billion 
(US$0.12 billion) from Jan 2001，thereby decreasing the debt-to-equity ratio from 1.30 to 
1.27 times. 
Operations 
On the operational side, CSA has experienced a steady and positive growth for the 
past two years. The total passenger capacity increased by 16% from 17 billion ASK in 
July 2000 to 19.8 billion ASK in July 2001. The total passenger traffic also increased 
during the same period by 19% from 10 billion to 12 billion RPK. Hence, this resulted in 
an increase in load factor from 58.9% to 60.7%. This positive growth in traffic and 
capacity can be attributed to the above-mentioned factors of increase in demand for air 
transport in China as well as the successful achievement in cost control by the 
management. In terms of volume, as of the end of 2001，the total number of passengers 
carried was 19.12 million that approximately accounts for a quarter of total passengers 
33 China Southern Airlines website - http://www.cs-air.corn/ 
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carried in the aviation industry of China. Such performance in operations is definitely an 
advantage to CSA in achieving favourable financial performances while keeping other 




China Eastern Airlines 
China Eastern Airlines Corporation Limited (CEA), one of the three largest air 
carriers in China based on tonne-kilometers and number of passengers, is the primary air 
carrier serving Shanghai, China's eastern gateway. It is listed in the Hong Kong Stock 
Exchange, New York Stock Exchange and the Shanghai Stock Exchange, Its fleet of 
more than 60 aircrafts, predominantly Airbus and Boeing, is second to CSA in the PRC, 
and is ranked 25 worldwide as of 2000. CEA has flights to domestic, Hong Kong 
regional and international destinations operating primarily from Shanghai's Hong Qiao 
International Airport, the hub of CEA's domestic and international route network. It has 
a strong presence internationally compared with other Chinese airlines, serving over 20 
international destinations such as Madrid, Singapore, Paris and San Francisco, and has 22 
international offices worldwide. 
After the consolidation in 2001, it is part of the China Eastern Airlines Group, 
which includes Xian-based China Northwest Airlines, Kunming-based China Yunnan 
Airlines and Ningbo-based Air Great Wall. Its strong focus on the eastern coastal region 
is beneficial to CEA because the region is the strongest economic base of the country, 
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hence an area of potential air transport growth. It also serves the developing 
northwestern interior provinces, thus providing it with good geographic presence. 
In terms of performance, CEA has been the most profitable Chinese airline, 
recording a 208.61% increase in net profit from RMB176 million (US$21.2 million) in 
2000 to RMB541.7 million (US$65.3 million) in 2001, almost two times the increase of 
109% between the years of 1999 and 2000. However, its passenger traffic figures have 
not been as favourable, decreasing from a 22% growth in RPK between the years of 1998 
and 1999，to a 6% growth in RPK between November 2000 and November 2001. The 
load factor also decreased by 5 percentage points between the latter period, like most 
other international airlines worldwide due to the 9-11 event.34 As CEA has a relatively 
higher exposure to traffic outside China compared to other Chinese carriers, its load 
factor did not improve much despite strong domestic traffic. 
With relatively strong international presence, the management devotes a lot of 
attention and resources in improving its in-flight service into reach international 
standards such as having a combination of experienced cabin staff with younger staff to 
improve the composition of the team.^^ It was also one of the 50 firms listed by the 
Customer Committee of China's Association of Quality Management for customer 
satisfaction. Also, their cabin services managers also visited international competitors, 
Japan Airlines and Singapore Airlines, to gain a better knowledge of the competition at 
stake. 
“PRC Airlines: Still Solid Traffic Growth, But Is It Losing Stem?" Salomon Smith Bamev Report (Hong 
Kong), 12 December 2001. 
35 "China Eastern Airlines (A): Building Competitive Advantage." CEIBS Case Study (Shanghai), 1996. 
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Air China 
Air China, formed out of the international division of the CAAC, is the largest 
Chinese carrier in terms of traffic volume and assets, and was founded on July 1，1988. It 
has a fleet size of 69 passenger aircrafts composed of mostly Boeing planes and ranking 
27 worldwide in 2000, just two ranks behind CEA. Air China operates 114 routes, 
including 43 international routes and 71 domestic routes serving mainly the northern 
region of the PRC. It has 36 overseas representative offices and 12 domestic offices, thus 
maintaining a strong presence and network worldwide, with its central hub in Beijing, the 
capital of China. However, it is not listed in any securities market at present but the 
company stated its intention of an overseas listing soon. 
Based in Beijing, it is the only national flag carrier of China and the largest 
international carrier of the country formed after the consolidation while maintaining its 
domestic presence by Chengdu-based China Southwest Airlines and Ningbo-based 
CNAC-Zhejiang Airlines. However, its national geographic presence is more limited 
than those of the other two major post-consolidation competitors. Nonetheless, this may 
be offset by Air China's exposure to the economies of Sichuan and Tibet, which are 
expected to benefit from the government's "Go West" initiatives. 
For the past four years, Air China had been suffering from a profit drought, and in 
its recent announcement, it posted a net profit of RMB34.5 million (US$4.2 million) in 
2001.36 It also recorded a turnover of RMB15 billion (US$1.8 billion) in the same year. 
Given the fact that it is an unlisted company, it is not obliged to disclose its financial 
figures and hence previous years' figures were not disclosed. Operationally, it has 
34 
always recorded lower load factors than its rivals due to strong competition posed to them 
from established foreign carriers on its long-haul international routes. However, it 
appears to be most efficient in terms of staffing, on the basis of per-aircraft and capacity 
per employee. Apart from improving its services, building its brand name and funding 
through a potential public listing to support its international image, the management is 
eagerly expanding its operations further to high-growth regions of southern and eastern 
China in order to gain more domestic traffic.]? 
Hainan Airlines Group 
Hainan Airlines Company Limited was established by the restructuring of the 
former Hainan Provincial Airlines Company in January 1993, and started its operation on 
2nd May，1993. It was once the only foreign joint venture company in China's aviation 
industry, formed by the provincial government of Hainan Island and an investor from the 
US. It is a Shanghai-listed company, based in Haikou of Hainan province. It is one of 
the independent groups formed out of the consolidation and therefore not controlled by 
the CAAC. Its affiliated airlines include Xian-based Changan Airlines, Tianjin-based 
China Xinhua, Shanxi Airlines as well as Deer Jet Company Limited. It has a fleet size 
of 71 aircrafts, including 31 Boeing planes, serving over 70 major cities in China through 
over 200 domestic routes. After a long struggle, it has recently begun its first 
36 "Air China ends four-year profit drought." South China Morning Post (Hong Kong), 19 January 2002. 
37 "China Eastern Airlines (A): Building Competitive Advantage." CEIBS Case Study (Shanghai), 1996. 
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international flight to Korea, and soon to other neighbouring countries and South East 
Asia. 
In terms of performance, it has suffered a loss of 40% from RMB164 million 
(US$19.8 million) in 2000 to RMBIOO million (US$12.0 million) in 2001 in net profit, 
partly due increased financial expenses in line with its new routes. Operationally, it has 
increased by 3.7% in RPK and decreased by 5.9% in ASK, resulting in a total increase of 
7.23 percentage points in passenger load factor between March 2001 and March 2002. It 
has gained over 50% market share and is the largest local carrier, ranking fourth in the 
PRC in terms of density of routes and flights. It has a very progressive and aggressive 
management that is aiming to build its brand internationally using their strengths of a 
clean safety record, excellent punctuality, high standards of service as well as service 
gimmicks such as reminder calls, birthday or wedding celebration on board, and 
"economy class syndrome" relief exercise on board. 
China Skv Enterprises Group 
Another independent group formed in May 2001 as a response to the CAAC 
carrier-led consolidation, the China Sky Enterprises Group composes of six independent 
carriers led by Shanghai Airlines, Chengdu-based Sichuan Airlines, Shenzhen Airlines, 
Wuhan Airlines, Shenzhen-listed Shandong Airlines and mail carrier China Postal 
Airlines. The group now owns nearly 100 planes and operates over 500 routes, handling 
more than eight million passengers and earned a profit of RMB8 billion (US$0.96 billion) 
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in 2000.38 By routes alone, the group is China's second-largest air carrier and has control 
over China's sole domestic courier service run by China Postal Airlines. The members of 
the group work on a strong co-operational basis but remain as independent bodies. They 
operate joint air routes, have cross-agent and co-operation in ground services, and share 
codes on major routes. With small fleets and a relatively modem management system, 
the airlines can react more acutely to market forces than their competitors.^^ This will 
help create a stronger competitive edge in terms of mass routes and aircraft to compete 
domestically. However, with no binding obligations, members of the group can leave to 
join one of the giant rivals. Nevertheless, the intention of the group is to involve equity 
among the partners in the future, perhaps each buying into or injecting assets into a China 
Sky holding company.'^ ® 
38 The China Internet Information Centre website - www.china.org.cn 
39 The People Daily website - http://www.peopledaily.com 




TAKING CSA TO THE NEXT STAGE: 
MANAGEMENT CHALLENGES AND OPPORTUNITIES 
Building The Brand 
It is an overall phenomenon for most of the Chinese Big Names who tried to go 
overseas to end up failing not because of the poor product or service quality but due to 
the lack of brand awareness in the foreign market. Chinese enterprises, even for those 
non-SOEs, are generally lacking the concept and knowledge of building brand equity. 
They are not aware of the importance of brand image as a simple and direct tool for 
marketing and promoting their products and services. 
As the number one brand in the China aviation market, CSA definitely has the 
comparative advantage in building a strong brand name in the international market. With 
China's WTO entry when more attention is coming to the East, it is the perfect timing for 
Chinese enterprises to introduce themselves to the world. In fact, CSA has been active in 
marketing and promoting through the company's website, newsletter, magazine, and the 
Sky Pearl Club. Moreover, the consecutive listings in the Hong Kong and New York 
Stock Exchange are evidences to the readiness of CSA towards internationalization. 
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Improving Service Quality 
A good brand name is certainly built upon the excellent product and service 
quality. In order for CSA to build up a strong name worldwide, it must guarantee that the 
products and services they offer are up to international standard. By far, the most 
important criterion of quality to an airline is plane safety. In other words, for building up 
its brand, CSA must be able to offer absolute safety to its passengers. 
Even though the CAAC has its own set of regulations in governing the safety of 
its air traffic, China still lacks a regulation known internationally as Civil Aviation 
Regulation Part 91, which provides the basic safety standards and flight rules for general 
aviation flying. However, it is given to know that the CAAC is now in the process of 
drafting the relevant safety regulation for China. 
On top of the overall safety standard of the industry, individual airline operators 
can also place more attention on the training of its own pilots and flight attendants. So 
far, China has developed an impressive indigenous training capability for both pilots and 
flight attendants. The flight simulator and flight attendant training facilities at CSA are 
one of the most modem in the world. Moreover, aircraft maintenance is also an 
important criterion in safety. It is known that CSA has recently entered joint venture 
partnerships with Lufthansa AG's maintenance service, Lockheed Martin Corporation, 
and Air China in providing internationalized aircraft maintenance services to Chinese 
airlines. 
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Enhancing Corporate Governance 
Market performance is the main basis upon which managers can be supervised 
and disciplined, and the market mechanism provides the necessary conditions for such 
supervision and discipline. "Survival of the fittest" is the law in a competitive 
environment.'^' Only the profit-making enterprises will survive and continue to develop, 
while the loss-making enterprises will fail. Therefore, in a competitive environment, the 
profitability of an enterprise determines its success or failure.42 
Being regulated and managed by the CAAC, CSA is not operating fully based on 
market mechanism, even though it is listed in overseas stock exchanges. In other words, 
the profitability and market performance provided by the company's financial data are 
not a true reflection of its success or failure. In order to reveal the actual competitiveness 
of the company, it is vital for CSA to spin off from the government's arm and to adopt 
real corporate governance. 
Under corporate governance, a competitive environment, which refers to the 
existence of a competitive market for products and factors, is necessary. In such a market, 
there is no industry barrier or regional blockade but instead there is free entry and free 
product pricing for enterprises. The level of scarcity determines the prices of production 
factors, and the factors can move freely instead of allocated by the government. 
Moreover, there is a need of a competitive market for managers as well. The managers 
can move freely and their wages are determined by market forces. 
41 Lin, Justin Yifu, Cai, Fang and Li, Zhou. State-Owned Enterprise Reform in China. Hong Kong: The 
Chinese University Press, 2001. 
42 Lin, Justin Yifu, Cai, Fang and Li, Zhou. State-Owned Enterprise Reform in China. Hong Kong: The 
Chinese University Press, 2001. 
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For a shareholding company, like CSA, a competitive stock market is also 
necessary. Fund-raising is the original and most important function of a shareholding 
company. Furthermore, the stock market can enhance the liquidity of assets and also 
monitor managers through the fluctuation of stock prices. Therefore, CSA's listings in 
the overseas stock exchanges are critical steps forward for the company to achieve 
market efficiency. 
Smoothing Up Consolidation 
After the reform and consolidation in the aviation industry, CSA consists of 3 
main airlines — China Southern, China Northern and China Xinjiang, with the largest 
number of aircrafts, routes and employees. Taking into consideration the lessons learned 
from other mergers and acquisitions, CSA has to be very careful and tactical in 
smoothing up the consolidation process, and making sure that the departments or function 
units are integrated effectively in order to avoid redundancy and conflicts. 
In addition, CSA can take the opportunity of the reform to increase its 
competitiveness through increasing scale and efficiency. As mentioned above, scale and 
efficiency are the two only ways out for airlines to excel in the future competition. In 
fact, a lot of the international airline operators are forming alliances, as well as 
undergoing mergers and acquisitions to increase their competitive edges. CSA can also 
move forward with a similar strategy. 
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Dealing With Losses & Debts 
Heavy losses and bad debts seem to be big burdens for most of the SOEs in China. 
Having affected by the severe price bargaining and reduction on air tickets in the recent 
years, most of the Chinese airlines had negative profits on their balance sheets. CSA had 
also recorded serious loss of around RMB515 million (US$62 million) in 1998."^ ^ Later 
on, with the intervention from the government on ticket pricing, CSA was able to pick 
back up its profits in the following years. Nevertheless, without an efficient and free 
market to determine fair pricing, airlines in China will still be posed of threats to their 
financial accounts. 
Under the planned economy, the production decision-making system, enterprise 
financial system, management system, material-allocation system, as well as product 
sales system of SOEs are all controlled and, to certain extent, distorted by the central 
g o v e r n m e n t . 44 The allocation of resources without taking into account the market 
situation is the main cause for the bad debts incurred in SOEs. With the constant control 
on flight routing, aircraft selection, major capital investment, foreign exchange 
management and pricing by the CAAC, CSA lacks market autonomy to choose its own 
factors of production as well as to sell its products under fair market conditions. As time 
goes by, the constant distortions result in accumulated debts. 
Given the recent aviation reform as well as the commercialization of SOEs, it is 
“于•照bl •基臉••狗•批 • ” Hong Kong Economic Journal (Hong Kong), 18 March 2001 
44 Lin, Justin Yifu, Cai, Fang and Li, Zhou. State-Owned Enterprise Reform in China. Hong Kong: The 
Chinese University Press, 2001. 
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suggested that CSA should increase its market autonomy, and therefore, to allocate and 
distribute its resources and products based on fair market decisions. With the consistent 
efforts in costs cutting and repayment of debts, CSA will be able to re-adjust its debts to a 




The above study seems to have proven that the general rule of air transport growth 
to be an indicator of economic growth holds with the case in China. With a strong 
growth in the county's GDP, China's aviation industry has also been experiencing an 
outstanding improvement in performance in the recent years with an average annual RPK 
growth of almost 12%. It seems that the industry has been able to achieve constant 
double-digit growth, against all odds in the world market. 
However, this glimpse of success is not an absolutely true reflection of the 
competitiveness of the Chinese airlines, given the fact that the industry is, so far, still 
under the controlling arm of the central government. As explained in the paper, many of 
the decision-making processes are still regulated and managed by the government, 
resulting in distortion and misinterpretation of the airlines' actual performances. Even 
though the government is constantly making effort in separating the economic from the 
political issues, as well as trying to liberate the industry in achieving market efficiency, 
the long-term effect of the planned economy is still found in China's aviation industry. 
Together with the recent industry reform and the WTO entry, China is expected to 
soon take a leading role in the world's aviation development. Moreover, as the number 
one airline in the country, CSA has taken big steps in improving its internal operations as 
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well as external reputation, in order to compete head-to-head with foreign carriers in the 
international sky. With underlying problems resulted from the planned economy, there 
are several recommendations for CSA in managing the challenges and opportunities 
ahead, and in taking the company to the next stage of development. 
First is the building of a strong brand, which is vital in establishing reputation 
and acknowledgement in the international playground. Second, for obvious reasons, a 
strong brand has to come with excellent quality of products and services. CSA must, 
therefore, pay much attention on improving its plane safety, as well as pilot and attendant 
training. Third, under the market mechanism where the fittest survives while the weakest 
dies, it is important for CSA to enhance good corporate governance, so that it can fully 
respond to the market effectively and efficiently. Fourth, the recent large-scale structural 
reform in the industry provides a good opportunity for CSA to size up its scale and 
achieve efficiency. Therefore, it is critical that the company to smooth up the 
consolidation and monitor closely to the integration of the different departments or 
function units. Lastly, the heavy losses and bad debts problem of most SOEs, and 
therefore of CSA, require long-term planning and dedication in turning the balance sheet 
from red to blue. Nevertheless, the upmost effective solution to this problem is to first 
allow real market autonomy in the company, so as to allow allocation and distribution of 
resources and products to be based on fair market decisions. Then, with the consistent 
effort in costs cutting and repayment of debts, CSA will eventually be able to re-adjust its 
balance sheet items to more reasonable levels. 
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APPENDIX 1 
EVOLVING STRUCTURE OF THE AVIATION MARKET 
1940s~1970s ^ ^ 
P o l n t - t o - P o I n t / 
(City Pair Service) / L ^ / 
Regulated Market 
1980s Q 
H u b - a n d - S p o k e C l O 
Deregulated Market 
i990s J 
N e t w o r k s \ ^ P ^ 感 
International Alliances 
Global Market 
Source: Cambridge Energy Research Associates 
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APPENDIX 2 
WORLD AIRLINES RANKINGS 1999 
1 Unitod 1 Delta 1 UPS 1 American 
2 Amorican 2 Unitod 2 FodEx 2 FedEx 
3 Japan Airlines 3 American 3 United 3 United 
4 Delta 4 Southwest 4 Amorican 4Dolta 
B FodEx 5 Northwest 6 Delta 6 Northwest 
6 British Airways 6 US Airways 6 Lufthansa e US Airways 
7 Lufthansa 7 Continental 7 DHL 7 Continental 
8 All Nippon 8 All Nippon 8 Air Franco 8 Southv/ost 
9 Northwest 9 Lufthansa 9 British Airways 9 British Airways 
10 Air Franco 10 Air Franco 10 Northv/est 10 Lufthansa 
Source: Air Transport World, July 2000 
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APPENDIX 3 
CHANGE IN FARES OF PASSENGER FLOWING OVER EUROPEAN 
ALLIANCE GATEWAYS, DELTA PARTNER AND NORTHWEST 
KLM, 1992 VS 1998 
20 p M ri ri Yield j ^ H mm^ : : I I I -25 I — 
Far East Middle East Africa 
• 1992 1 5.88 1 5,56 1 4.82 
關 1998 13.17 12.78 11.10 
• Percent -17% -1B% -24% 
Change 
OlOua-i 
Source: US Department of Transportation, International 
Aviation Development, Dec 1998 
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APPENDIX 4 
EVOLUTION OF AIRLINE MARKET SHARE AS % OF TOTAL RPK 
Europe 25.4% 27.0% 25.7% 24.7% 
USA 55.3% 42.2% 39.0% 36.1% 
China 0.1% 1.3% 2.7% 4.4% 
Africa 2.1% 1.8% 2.1% 2.0% 
India 1.2% 1.7% 1.5% 1.6% 
Japan 6 n % 7.0% 
Source: World Aviation Directory Regional Report (1995) 
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APPENDIX 5 
OFFICES AND DEPARTMENTS UNDER THE CAAC 
中国民用—全总局 
G E N E R A L A D M I N I S T R A T I O N 
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APPENDIX 6 
CHINESE AIRLINE OPERATORS DIRECTLY UNDER THE CAAC 















































Source: The CAAC website - http://www.caac.gov.cn/zgg/qiye.htm 
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APPENDIX 7 
THE 3 MAIN AIRLINE GROUPS AFTER THE AVIATION REFORM 
Air China Group, consists of: 
- Air China 
- China Southwest 
-CNAC-Zhe j i ang 
China Eastern Group, consists of: 
- C h i n a Eastern 
- China Northwest 
- China Yunnan 
- A i r Great Wall 
China Southern Group, consists of: 
- C h i n a Southern 
- C h i n a Northern 
- C h i n a Xinjiang 
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APPENDIX 8 
THE 2 LOCAL-FOREIGN JOINT-VENTURE AIRLINE ALLIANCES 
China Sky Enterprises, consists of: 
- S h a n g h a i Airlines 
- S h a n d o n g Airlines 
- C h i n a Postal Airlines 
- Wuhan Airlines 
- S h e n z h e n Airlines 
- Sichuan Airlines 
Hainan Group, consists of: 
- H a i n a n Airlines 
- C h a n g a n Airlines 
- China Xinhua 
- Shangxi Airlines 
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APPENDIX 9 
PRE- AND POST-CONSOLIDATION MARKET SHARE DISTRIBUTION 
(BASED ON RPK) 
PRE-CONSOLIDATION 口 八'chna 
• China Southwest 
• CNAC-Zhejiang 
• China Eastern 
一 • • China Northwest 
• China Yunnan 
m i H f c L w • Air Great Wall 
/ ^ X ^ I B H i H B H U ^ B L 口 China Southern 
^ ^ ^ ^ I ^ H ^ H H U I ^ ^ • China Northern 
• Shanghai 
^ • Shandong Airlines 
� i J L / • China Postal Airlines 
\ / • Wuhan Airlines 
\ / • Shenzhen Airlines 
\ / • Sichuan Airlines 
n S m ^ ^ ^ ^ ^ • Hainan Airlines 
^ • Changan Airlines 
• China Xinhua 











Source: Morgan Stanley Equity Research on China Aviation, 3��December, 2001 
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APPENDIX 10 
CHINA SOUTHERN AIRLINES 5-YEAR STOCK CHART 
AS OF APRIL 23, 2000 
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